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Changes in Rights, Preferences, Privileges and Restrictions on Outstanding Securities Under the California
Corporate Securities Law
By

MARSHALL L. SMALL*

THE 1961 amendment to section 25500 of the California Corporate
Securities Law' marks the latest in a series of attempts by the California Legislature, extending back over a period of 40 years, to
exclude from the coverage of the statute those changes in outstanding
securities not deemed to have a material impact on the rights of California investors. In 1921, the legislature amended the definition of
"'sale" of securities by inserting the following proviso to then section
2(7) of the Corporate Securities Act:2
[T] he execution or delivery of a certificate or certificates in exchange
for a certificate or certificates evidencing a like aggregate par value of
its shares theretofore legally issued by it, shall not be construed to be a
sale.

In 1925, this exemption to the act was narrowed by amending the definition of "sale" so that the proviso originally inserted in 1921 would read
as follows: 3
The execution or delivery of a certificate or certificates in exchange for
* A.B. 1949, L.L.B., 1951, Stanford University.

Member, California Bar; practicing

attorney, San Francisco, Calif.
'CAL. CoaP. CODE § 25500; "No company shall sell any security of its own issue, except
upon a sale for a delinquent assessment against the security made in accordance with the
laws of this State, or offer for sale, negotiate for the sale of, or take subscriptions for any
such security, until it has first applied for and secured from the commissioner a permit
authorizing it so to do.
The provisions of this section do not apply to the exchange of securities in those cases
where the shares of stock are changed from a par value to a nonpar value or where the par
value is changed and exchanging the certificates therefor does not change the aggregate
interest of the shareholder in the corporation, except that a permit is required whenever
the corporation has more than one class o1 shares, or where the shares will have a par
value or, in the case of nonpar value shares, a stated value, of less than one dollar ($1)
per share, or where any changes in the rights, privileges or preferences on shares are male
other than those set forth above." Italicized portion added by Cal. Stat. 1961, ch. 1574,
§ 1, p. 3398.
2 Cal. Stat. 1921, ch. 658,
§ 2, p. 1116.
'Cal. Stat. 1925, cli. 447, § 2, p. 964. On the basis of the 1925 amendment, the Cali[ 94 :
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a certificate or certificates evidencing a like aggregate par value of its
shares of the same class theretofore legally issued by it, provided that the
nature and extent of any preferences of such shares theretofore issued
have not been changed, shall not be construed to be a sale.

Finally, in 1929, the definition of "sale" was substantially rewritten
in then section 2(8) of the act, and the above quoted proviso was
completely eliminated.'
Thereafter over a period of several years, the California Attorney
General issued a series of somewhat inconsistent opinions dealing with
the applicability of the Corporate Securities Act to changes in outstanding securities. In some cases he concluded that the act was applicable, 5 while in other cases he concluded that the act did not apply.'
In order not to disturb the jurisdiction which the Commissioner of
Corporations continued to assert over reclassification of securities, and
at the same time to afford relief to corporations with respect to fees
payable under the act, the legislature, in 1937, amended section 26
of the act, relating to fees payable, by adding a new subsection (12)
thereto :'
For filing any application for a permit or for an amendment to a
permit not fully exercised, to issue securities evidencing changed preferences, rights, privileges, or restrictions granted to or imposed upon
outstanding securities in exchange for said outstanding securities theretofore issued by the applicant company, after any change in the stock or
fornia Attorney General expressed the opinion that a Delaware Corporation with a single
class of capital stock which amended its certificate of incorporation to create a class of
preferred stock was required to obtain a permit to exchange the new common stock so
created for outstanding capital stock. CAL. Ops. ATT'Y GEN., No. 5599, May 3, 1926.

'Cal. Stat. 1929, ch. 707, § 1, p. 1252.
5
See, e.g., CAL. Ops. ATT'Y GEN., No. 8385, December 20, 1932 (Reclassification of outstanding Class A and Class B shares of a Delaware corporation into a single new class of
capital stock) ; CAL. O's. AnT'Y GEN., No. 10995, October 20, 1936 (amendment of articles
to create authorized preferred stock and reclassify existing single class of capital stock into

common stock and then issue preferred stock as dividend on new common stock).
' See, e.g., CAL. Oxs. Ar'Y GEN., No. 6909, November 16, 1929 (reclassification of outstanding no par value capital stock into 10 shares of no par value capital stock for each
share outstanding; amendment of articles to create authorized preferred and reclassify
single class of capital stock into common stock; reclassification of preferred stock by
changing preferences thereof) ; CAL. Ox's. ATriy GEN., No. 7166, June 26, 1930 (amendment
of articles to create authorized preferred stock and reclassify existing single class of $1000
par value capital stock into $100 par value common stock of equivalent aggregate par
value) ; CAL. Oxs. ATr'Y GEN., No. 9633, October 27, 1934 (amendment of articles of
incorporation to omit power to assess stockholders). These opinions have since been overruled either expressly or by implication. See CAL. Ops. Avv'Y GEN., No. NS 4657, December
18, 1942, and 36 CAL. Oxs. ATr'y GEN. 12, 15 (1960).
7 Cal. Stat. 1937, ch. 833, § 26, p. 2322. For historical background see Sterling,
Amendments to California Corporation Law, 1937: Readjusting Stock Structure, 26 CALIF.
L. REv. 76, 84-88 (1937).
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share structure of any company by an amendment to the articles, cer-

tificate of incorporation or other agreement authorizing the issuance
of stock or shares, which amendment has the effect of changing the
number of, or the preferences, rights, privileges, or restrictions granted
to or imposed upon said securities, or changing or eliminating the par
value of said securities, or changing said securities from a no-par to a
par value (except where such amendment only increases or decreases the
number of shares authorized but unissued pursuant to the articles, certificate or other agreement authorizing the issuance of stock or shares,
in which case no permit shall be required by reason of such amendment), twenty-five dollars.

Presumably in an effort to render explicit what was implicit in
the 1937 amendment, in 1945 the definition of "sale" was again
amended, this time to include "any change in the rights, preferences,
privileges, or restrictions on outstanding securities."' The 1961 attempt
by the legislature to narrow the scope of the statute once again repeats
the process, first of restriction and then of expansion of jurisdiction
initiated forty years before.
In spite of the recurring legislative attempts to alter the scope of
the Corporate Securities Law with respect to various types of reclassifications, the precise outer limits of the statute with respect to jurisdiction
over changes in outstanding securities still remain undefined by either
the legislature, the courts, or the attorney general. The attorney general
has recently expressed the opinion that: 9
[T]he standards set forth do not depend on the extent to which the securities are changed; a permit is required for "any". . . change. This
avoids confusion. While, in any case, it could be argued that the effect
of the change was not great, it is nevertheless obvious that unless the
change did affect the securities to some extent, the parties would not
desire to make the change. Where a change in securities is desired, a
permit is required.

The broad sweep thus accorded to the California statutory pattern,
when coupled with the recent judicially-sanctioned application of this
pattern to at least some foreign corporations,'0 suggests that the time
may be appropriate to review the manner in which our Corporate
Securities Law has been applied to "changes" in outstanding securities,
Cal. Stat. 1945, ch. 399, § 1, p. 854. At the same time, section 26(12) of the Act was
amended by the substitution of language parallel with the amended definition of "sale."
See Cal. Stat. 1945, ch. 399, § 2, p. 859. For consideration of construction of revised definition of "sale" see Dahlquist, Regulation and Civil Liability under the California Corporate
Securities Act: 11, 34 CALIF. L. REV. 344, 358-60 (1946).
36 CAL. Ops. ATT'Y GEN..12, 15 (1960).
10 Western Air Lines, Inc. v. Sobieski, 191 Cal. App. 2d 399, 12 Cal. Rptr. 719 (1961)
see also 10 CAL. ADM. CODE § 367.1(b), 1 BLUE SKY L. REP. ff8617.
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particularly with respect to interstate transactions. Any such review
and any possible reassessment of the proper policy which should be
followed in the future in enforcing the Corporate Securities Law must
be made with a view to balancing the recognized interest of California
in protecting its resident investors against the legitimate interests of
sister states and the manner in which corporations organized under their
laws are authorized to operate.
Present Scope of Corporate Securities Law
Section 25009(a) of the California Corporations Code presently
provides that the terms "sale" or "sell" will be deemed to include "any
change in the rights, preferences, privileges, or restrictions on outstanding securities." This statutory language is reiterated in section 760
of the regulations issued by the Commissioner of Corporations."
Section 761 further amplifies this theory by providing that solicitation
of security holders to consent to any change in the rights, preferences,
privileges, or restrictions of their outstanding securities constitutes
a sale of securities within the definition contained in section 25009(a)
of the Corporations Code. 2 The critical question, of course, remains
unanswered by either the statute or the regulations-what constitutes
a "change" in outstanding securities within the meaning of the applicable statutory and regulatory provisions? There is no requirement
that the change be an adverse one, and in light of the above-quoted
position taken by the California Attorney General any change requires
a permit. Presumably, the change must relate directly to the security
itself and the-ghts exercisable thereunder, but even so there is considerable room for interpretation.
8643.
California Corporations Code section 25009 (a) also defines "sale" or "sell" to include
an "exchange." California Corporations Code section 25510 provides: "When application
is made for a permit to issue securities in exchange for one or more bona fide outstanding
securities, claims, or property interests, or partly in such exchange and partly for cash, the
commissioner is and has been authorized to approve the terms and conditions of such issuance
1110 CAL. Anm. CODE § 760, 1 BLUE SKY L. REP.
12

and exchange and the fairness of such terms and conditions, after a hearing upon the fairness

of such terms and conditions, at which all persons to whom it is proposed to issue securities in
such exchange have the right to appear. After such hearing the commissioner may refuse to
issue a permit authorizing such exchange if in his opinion the plan is not fair, just, or
equitable to all security holders affected." Prior to the 1961 Amendment to section 25500,
the California Attorney General expressed the opinion that section 25510, coupled with the
definition of sale in section 25009(a) as including an exchange, evidences a legislative
intent to have exchanges of stock subject to the jurisdiction of the Commissioner of Corporations even though the exchange involves no more than a reclassification of stock from par
value to no par value or vice versa, since there is at least a change in the form and
character of the certificates evidencing the stockholders' interest in the corporation. 36
CAL. Ops. ATT'Y GEN. 12, 15 (1960).
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Because of the undefined sweep of the statute and the regulations
as to what constitutes a "change" in outstanding securities, reference
must be made to existing attorney general's opinions and the administrative practice of the Division of Corporations to delimit the scope
of application of the Corporate Securities Law to changes in outstanding securities under the law as presently administered.
Amendments to Articles of Incorporation
The California Attorney General has expressed the view, in a series
of opinions dating back to 1926, that various changes in outstanding
securities effected through amendment of articles of incorporation
would require a permit under the Corporate Securities Law.1 3 Thus
the amendment of the certificate of incorporation of a Delaware corporation having one class of authorized capital stock to provide for an
authorized capital consisting of preferred stock and common stock was
long ago viewed as effecting a change in the existing outstanding capital
stock requiring a permit to exchange the outstanding capital stock
for reclassified common stock.' 4 This same opinion has been expressed
even when there was no provision in the Corporate Securities Law
specifically defining a "sale" to include any change in the rights, preferences, privileges, or restrictions on outstanding securities. 5 By a
parity of reasoning, the Division of Corporations has taken the position
that the amendment of articles of incorporation to eliminate an authorized class of preferred stock following the redemption of all outstanding
preferred shares constitutes a change with respect to outstanding common
stock requiring an exchange permit."
The amendment of the certificate of incorporation of a Delaware
corporation so as to reclassify outstanding Class A and Class B shares
into a single class of common shares to be divided among the A and B
stockholders has likewise been deemed by the attorney general to
involve a sale and exchange of new securities for outstanding shares.
"The Attorney General did not always consistently take the position that a permit
would be required in cases of reclassification of outstanding securities. See citations at
notes 5 and 6, supra.
14 CAL. Ops. ATT'Y GEN., No. 5599, May 3, 1926.
See CAL. Ops. ATT'Y GEN., No. 10995, October 20, 1936.
16 Quaere whether an exchange permit would be similarly required where the articles
of incorporation prohibit reissuance of reacquired preferred shares and where the articles
are accordingly ipso facto deemed amended under section 1713 of the California Corporation Code. If the position taken by the Division of Corporations were followed literally, a
new exchange permit might be required each time preferred shares are redeemed in such
a case.
'- CAL. Ops. ATT'Y GEN., No. 8385, December 20, 1932.
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Amendments to articles of incorporation dealing with assessability of
capital stock likewise require an exchange permit."8
Any amendment of articles of incorporation which produces a
change in rights appertaining to outstanding preferred stock-such as
changes in dividend rate, liquidation preference or sinking fund or
redemption price-will obviously require an exchange permit. Perhaps
less obvious is the position taken by the Division of Corporations that
in such a case changes will also be deemed to have been effected in
all other classes of stock of the issuer then outstanding, which will
likewise require an exchange permit."
Prior to the 1961 amendment of section 25500 of the California
Corporations Code the California Attorney General had broadly expressed the opinion that recapitalizations involving the amendment of
articles of incorporation so as to change outstanding shares of capital
stock from no par value to par value or from par value to no par value
or changes in par value with accompanying changes in number of
issued and outstanding shares would constitute changes in the rights,
preferences, privileges, or restrictions of outstanding securities under
section 25009(a) of the Corporations Code, and also an "exchange
of securities" within the meaning of section 25510 of that code. °
In the same opinion the attorney general expressed the view that a
recapitalization pursuant to which shares of capital stock having a
par value of $10 per share are reclassified into an equal number of
shares of capital stock of no par value, having a stated value of $1
per share with an accompanying reduction of stated capital and creation of reduction surplus, constituted an exchange requiring the
issuance of a permit. 2 The attorney general reasoned that the forbearance to have the capital remain intact, the agreement to allow the capital
to be transferred to the surplus account, and the granting of the right
to create a surplus out of the former capital in order that the corporation could issue a stock dividend to new stockholders constituted a legal
consideration passing from the shareholder to the corporation for the
issuance of the new no par shares and, accordingly, the transaction
constituted an exchange for value. It is difficult to see why this should
"ICAL. Ops. ATT'Y GEN., No. NS 4657, December 18, 1942. Previously, the Attorney
General had taken a contrary position. See CAL. Ops. ATT'Y GEN., No. 9633, October 27,
1934.
1 See Dahlquist, supra note 8, at 356.
20 36 CAL. Ops. ATT'Y GEN. 12, 15 (1960).
2136 CAL. Ops. Arr'y GEN. 12, 14-15 (1960). The Attorney General had reached the
same conclusion in several earlier opinions. See CAL. Ops. ATT'Y GEN., No. 7881, December
31, 1931; No. 9172, February 28, 1934; No. NS 18, November 2, 1936; and No. NS 794,
January 7, 1938.
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be the case, since the existing shareholders are in a practical sense in
no different position than they were previously so far as their relative
interests in the corporation are concerned, although the corporation is
now in a position to distribute a greater amount of assets to the stockholders through use of the reduction surplus. If the reasoning of
the attorney general is correct, then presumably any action reducing
stated capital and creating a reduction surplus (and perhaps any
action increasing stated capital by transferring surplus thereto), whether
or not accompanied by a change in outstanding shares, might conceivably be deemed to constitute an exchange within the meaning of the
Corporate Securities Law, thus requiring an exchange permit.2 2 It is
understood to be the view of certain members of the present administrative staff of the Division of Corporations that an exchange permit
should be obtained to reduce, but not to increase, stated capital.
Recent actions by the Commissioner of Corporations as well as
judicial decisions have also re-emphasized the fact that changes in
articles of incorporation affecting voting rights of stockholders may
require an exchange permit. For example, it is now settled that an
amendment to articles of incorporation which would eliminate the
right to cumulative voting for directors will effect a change in the rights,
23
preferences, privileges, or restrictions on outstanding securities.
The Commissioner of Corporations has also adopted a regulation providing that staggered terms for directors which mitigate voting rights
will ordinarily be considered as a negative factor in determining whether
2' Prior to 1931, it was necessary under former sections 309 and 309

of the Cali-

fornia Civil Code to apply to the Commissioner of Corporations for a permit to authorize
a distribution among stockholders of any part of the capital "stock" on any property of
the corporation other than dividends from the surplus profits arising from the business
thereof. Section 20(2) of the Corporate Securities Act, as originally adopted in 1917,
provided for the collection of a filing fee for filing any application for a permit or other
authority to divide, withdraw, increase, reduce or pay to the stockholders, or any of them,
the capital stock or any part thereof. Cal. Stat. 1917, ch. 532, § 20, p. 683. These provisions were eliminated by amendment of the Civil Code in 1931 (Cal. Stat. 1931, ch. 862,
§ 1, p. 1763) and the Corporate Securities Act in 1933 (Cal. Stat. 1933, ch. 898, § 7, p.
2319). Thereafter the view was expressed that no proceedings were any longer required
before the Division of Corporations and that the authority of the Commissioner as to dividends and reduction of capital had been abrogated. See BALLANTINE & STERLING, CALIFORNIA CORPORATION LAWS, 214 (1938 ed.).
BALLANTINE & STERLING, CALIFORNIA CORPORATION LAWS, 237, n. 16 (1949 ed.). This view has now been modified to indicate that the
Commissioner's authority over stock dividends has not been abrogated, and that if the
issuance of shares of a lower stated capital are to be exchanged for outstanding shares to
create a reduction surplus, a permit from the Commissioner may be required. BALLANTINE &
STERLING, CALIFORNIA CORPORATION LAWS, 337, n. 39 (4th ed. 1962).
See also text accompanying notes 29-30 infra for discussion of the effect of the 1961 Amendment to California
Corporations Code section 25500.
2" Western Air Lines, Inc. v. Sobieski, 191 Cal. App. 2d 399, 12 Cal. Rptr. 719 (1961).
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a proposed issuance and sale is fair, just, and equitable.2 4 However,
the Division of Corporations has not yet taken the position that an
amendment of articles or by-laws to create staggered terms for directors
would constitute a change in outstanding securities requiring a permit.2 5
Nevertheless, in view of the Commissioner's strongly evidenced solicitude for the right of expression of minority stockholders, the question
might be raised as to whether, at some future date, such a change which
affects voting rights of stockholders might be placed in the same category
as changes intended to eliminate (or provide for) cumulative voting.
To carry the matter a step further, any decrease in the size of the
board of directors of a corporation whose securities possess cumulative
voting rights will tend to limit the effectiveness of the right to cumulative
voting by increasing the number of votes required to be cumulated
to elect one director.2" Indeed, section 501(d) of the California
Corporations Code recognizes this effect by providing that the votes
or written consents of shareholders holding more than 80% of the
voting power are necessary to reduce the authorized number of directors
below five. Similarly, any increase in the size of the board of directors
of a corporation will tend to enhance the effectiveness of the exercise
of the right to cumulative voting. However, the general practice of
the California bar has not been to obtain exchange permits when
amending articles of incorporation or by-laws to increase or decrease
the size of a board of directors and it is not understood that the
Division of Corporations believes a permit to be required under such
circumstances.

In a recent decision 7 the Commissioner of Corporations had occasion to pass upon the fairness of a proposed merger of a Nevada
corporation into a Wyoming corporation which owned approximately
87.5% of the Nevada corporation's outstanding capital stock. As part
of the transaction, it was proposed to amend the articles of incorporation of the Wyoming corporation to permit the directors to delegate their

8
22

10 CAL. ADM. CODE § 867.1(c), 1 BLUE SKY L. REP. 1 8617.
In view of the fact that directors of California corporations are to be elected annually

(CAL. CORP. CODE, §§ 805, 2200, 2201), the problem would be a practical one only for
foreign corporations authorized by their states of incorporation to provide staggered terms

for directors.
"8

See

NATIONAL INDUSTRIAL CONFERENCE BD.,

INC. AND AMERICAN

SOCIETY OF CORPO-

RATE SECRETARIES, INC., REPORT ON CORPORATE DIRECTORSHIP PRACTICES 29

(1962); WIL-

11AMS, CUMULATIVE VOTING FOR DIRECTORS 54-56 (1951).
"In

the Matter of the Application of The Goldfield Consolidated Mines Company, File

INo. 104255LA (June 4, 1962).
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powers to an executive committee and other committees.28 In denying
the application for a permit to issue securities, the Commissioner stated:
The vice of this provision appears to be that it allows the majority
of the directors to delegate all of the authority of the board to a committee. In this way, minority directors who might have initiative and other
qualities unpleasant to the majority, could be excluded from active participation in the powers of the board. It appears to be a device to disfranchise minority shareholders. This is not to say that committees may
not serve a proper function. But the board, and not the committee,
should have the final authority and any provision which delegates final
authority from the board to the committee appears to be unfair, particularly against the background of this company which has had several
proxy fights and in which there definitely are minority interests. In
these circumstances, a device which will enable the majority to effectually eliminate participation by directors representing minority interests

appears to be unfair to investors.
The Commissioner's opinion did not specifically indicate that the
proposed amendment would be deemed to constitute a change in outstanding securities. Nevertheless the reasoning employed suggests that
he believes minority stockholders' rights may be affected by the adoption
of such an amendment and, accordingly, such a change might conceivably
be deemed to change their "rights" in outstanding securities. It is not
understood that the Division of Corporations is presently taking the
position that an exchange permit is required under such circumstances,
nor would such a position appear justified under the statute.
Section 25500 of the California Corporations Code, as amended
in 1961,29 provides that a permit is no longer required under the
Corporate Securities Law in cases of exchange of securities where shares
are changed from a par value to a nonpar value or where the par value
is changed where "exchanging the certificates therefor does not change
the aggregate interest of the shareholder in the corporation." However,
because of the exceptions written in section 25500 and certain ambiguities in the manner in which the amendment was drafted, the 1961
amendment may be of limited comfort to practitioners in this state or
elsewhere. In this connection the following matters should be noted:
1. The statute does not indicate what will be deemed to be a
"change in the aggregate interest of the shareholder in the corporation"
" The proposed amendment to the articles provided as follows: "Eleventh: The Board
of Directors, by resolution adopted by a majority thereof, shall have power to designate
from among its members an Executive Committee and one or more other committees, each
of which, to the extent provided in such resolution or by the by-laws of the Corporation,
shall have and may exercise all the authority of the Board of Directors to the extent permitted by law." Compare section 822 of the California Corporations Code.
21 See note 1 supra.
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which would render the section inapplicable. The Commissioner of
Corporations has taken the position that any change in the stated
capital of a corporation accompanying the recapitalization will constitute a change in the aggregate interest of the shareholder rendering
section 25500 inapplicable.3" Thus, if in connection with a recapitalization, otherwise within the terms of section 25500, stated capital is
reduced or any transfer of additional surplus is made to stated capital
a permit must be obtained under the Corporate Securities Law.
2. For some curious reason the section does not purport to exempt
reclassifications changing no par capital stock to par value capital stock,
but only cases in which par value capital stock is changed to another
par value or changed to no par value. Accordingly, if a corporation
has outstanding no par value capital stock and wishes to effect a
recapitalization, any change, whether through reclassification into par
value capital stock or the creation of fewer or greater number of shares
of no par capital stock, will require a permit.3 1
3. Section 25500, as written, refers to changes in par value. It
does not explicitly indicate whether changes in the number of shares
issuable as a result of a reclassification are within the exemption
afforded by the section. While some reservations have been expressed
as to whether such an exemption would be available where the number
of outstanding shares is changed, the Commissioner of Corporations has
adopted the position that the exemption extends to changes in the
number of outstanding shares otherwise within the terms of the section,
so that no permit is required."2 For example, in a case where a corporation reclassifies its outstanding shares of capital stock of $10 par
value so that each share is split into two shares with a par value of $5
each, no permit would be required. On the other hand, if the split is
from one share with $10 par value to three shares with a $5 par value,
then a permit would be required if any resultant change would be
required in stated capital.
4. Section 25500 refers to the exemption as being applicable where
"Letter

from Commissioner of Corporations to Chairman of Corporation Law Commit.

tee of San Francisco Bar Association, October 11, 1961.
1 In Opinion No. 5831, December' 13, 1926, the California Attorney General expressed
the view that no permit was required to exchange shares of 85 par value capital stock for
the same number of shares of no par value capital stock. At that time, Section 2(9) of the
Corporate Securities Act excluded from the definition of "sale" the execution or delivery
of a certificate in exchange for a certificate evidencing a "like aggregate par value" of
shares of the same class theretofore legally issued. It would not appear safe to rely upon
that opinion in view of the stricter view taken in 36 CAL. OPs. ArT'Y GEN. 12 (1960).
"Letter from Commissioner of Corporations to Chairman of Corporation Law Committee of San Francisco Bar Association, October 11, 1961.
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"exchanging the certificates" does not change the aggregate interest
of the shareholder in the corporation. In many cases of reclassification
no physical exchange of stock certificates would be contemplated. TI'he
Division of Corporations has taken the position that the exemption
afforded by section 25500 will be applicable irrespective of whether
or not a physical exchange of stock certificates is effected.
5. In recognition of the policy of the Commissioner to discourage
the issuance of "penny stocks," the exemption afforded by section 25500
will not be available where the shares, as reclassified, will have a
par value or, in the case of non par shares a stated value, of less than
$1 per share. In addition, the Commissioner has taken the position
that section 25500 will not apply to corporations engaged in racing
enterprises, which he deems to be governed solely by section 25511
of the Corporations Code."3
6. Section 25500 is inapplicable where a corporation has more
than one class of shares, presumably whether or not issued or outstanding. In addition, the section will be inapplicable where any changes
in the rights, preferences, or privileges on shares are made other than
as specifically set forth in the section.
7. Prior to the amendment of section 25500 a permit would have
been required to issue a stock dividend." In spite of amendment of
the section a permit would still be required prior to the issuance of
a true stock dividend (as contrasted with a stock split falling within
the terms of the section) which involves a transfer of surplus to stated
capital.
Because of the foregoing problems raised by the amendment of
section 25500, it would appear that, at the very least, the section should
be further amended at the next session of the California Legislature
in order to clarify the coverage intended and to make the section consistent in so far as treatment of par value and no par value stock is
concerned.
Shortly after the adoption of the 1945 amendment to the Corporate
Securities Law which defined "sale" as including any change in the
rights, preferences, privileges, or restrictions on outstanding securities,
it was suggested that the only safe course to pursue was to obtain a
permit for all classes of shares of an issuer, whether outstanding or
Ibid.
17 CAL. Ops. ATT'Y GEN. 217 (1951). This view had been previously expressed in
several prior opinions with respect to California corporations. See CAL. Ops. ATT'Y GEN.,
No. 4163, April 21, 1921; No. 5480, December 3, 1925; No. 10994, October 19, 1936. But
no permit was deemed to be required in cases of stock dividends declared by foreign corporations. See CAL. Ops. ATT'Y GEN., No. 6867, October 8, 1929. This latter opinion has
now been superseded by the opinion in 17 CAL. Ops. ATT'Y GEN. 217 (1951).
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to be issued, whenever any charter amendment was to be effected, except
changes in the articles that merely relate to the corporate name, powers,
place of business, term of existence, or number of directors. 5 Sixteen
years later the same admonition must still be given, except that with
the recently evidenced solicitude of the Commissioner of Corporations
for the cumulative voting rights of minority stockholders one can no
longer state with as great assurance that changes in the number of
directors will not at some point be called in question."

Amendments to By-Laws
Inasmuch as the rights, preferences, privileges, and restrictions on
a corporation's securities are to be set forth in its articles of incorporation, or in a certificate of determination of preferences,3" it would not
appear necessary to give as broad an admonition with respect to securing a permit in the case of amendments to corporate by-laws as to
amendments to articles of incorporation.
Nevertheless, the treatment of certain matters in the corporate
by-laws may necessitate the obtaining of an exchange permit. For
example, a California corporation is authorized to provide in its
by-laws for reasonable restrictions upon the right to transfer or hypothecate shares.3 " Where restrictions on transfer are attempted to be
imposed upon outstanding securities upon which no existing restrictions
are in effect by means of an amendment of a corporation's by-laws,
a change in the outstanding securities will be deemed to have been
effected and an exchange permit will be required.3" Similarly, any
elimination from corporate by-laws of existing restrictions on transfer
of securities should also require an exchange permit.40 On the other
hand, the attorney general has expressed the opinion that where a
restriction on transfer is imposed by contractual arrangement, such as
in a stock purchase agreement between a stockholder and a corporation,
no change requiring a permit will be deemed to have occurred so long
as the restrictions are not embodied in "corporate legislation," such
as corporate by-laws.4 1 It is difficult to see why the presence or absence
"

Dahlquist, supra note 8, at 358-59.

8OSee text accompanying note 26 supra.
17 See CAL. CORP. CODE §§ 304, 1100, 1102.
"sSee CAL. CORP. CODE § 501(g).
"See 11 CAL. Ops. ATT'y GEN. 89 (1948).

,o Quaere whether the mere waiver of by-law restrictions on transfer should require a
permit. In view of the decision in Casady v. Modern Metal etc. Mfg. Co., 188 Cal. App. 2d

728, 10 Cal. Rptr. 790 (1961), unanimous shareholder approval may also be necessary to
effect such by-law amendment.
"See 34 CAL. Ops. ATT'Y GEN. 191 (1959).
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of the restrictions on transfer in the corporate by-laws will be deemed
to be the determinative factor as to whether a "change" has in fact
been effected in outstanding securities in any case where the corporate
issuer is itself a party to the arrangement. Although opinions of the
42
California Attorney General are entitled to great respect in the courts
they are not of binding force in the event of litigation between private
parties. Accordingly, it would appear to be more prudent practice
to insure against subsequent attack by obtaining an exchange permit
in any case where restrictions are to be imposed on the transfer of
corporate shares pursuant to an arrangement to which the corporation
is itself a party whether or not such an arrangement is set forth in
the by-laws.
The by-laws of a California corporation may make provision for
an employee stock purchase plan.4 3 In such a case, any shares subject
to pre-emptive rights under the articles may be issued and sold under
the plan without a prior offering to shareholders entitled to pre-emptive
rights if the holders of two-thirds of the shares who are entitled to
exercise the pre-emptive rights consent to such a sale.4" In the event
that the by-laws are amended to provide for such a stock purchase plan,
the adoption of it would have an immediate effect on any pre-emptive
rights attached to outstanding shares, so that an exchange permit should
be obtained.
Mention has already been made of the potential problems which
may arise from changes in the number of directors or from making a
provision for an executive committee.4 5 However, on the basis of
present administrative practice before the Division of Corporations it
appears unnecessary to obtain an exchange permit to effect by-law
amendments concerning these matters.
Execution and Amendment of Other Documents
to Which the CorporationIs a Party
The Corporate Securities Law contains a specific provision with
respect to the fee payable in connection with applications requesting the
written consent of the Commissioner to a proposed instrument amending,
supplementing or abrogating any portion of any mortgage, deed of
trust, indenture or other instrument under which bonds, debentures, or
4

Carter v. Commission on Qualifications, 14 Cal. 2d 179, 93 P.2d 140 (1939) ; People

v. Shearer, 30 Cal. 645, 652 (1866) ; Meyer v. Board of Trustees, 195 Cal. App. 2d 420, 431,
15 Cal. Rptr. 717, 724 (1961).
" See CAL. CORP. CODE § 1107.
" See CAL. CORP. CODE § 1108.
"5See text accompanying notes 26-28 supra.
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other evidences of indebtedness are issued or secured.4 6 The California
Attorney General has expressed the opinion that at least some changes
in trust indentures or other instruments evidencing a corporation's
debt-such as a change in the amount or rate of interest, extensions of
the maturity date, or alterations of sinking fund requirements-should
be effected pursuant to an exchange permit. 7 It has also been suggested
that, since the 1945 amendment to the Corporate Securities Law expanding the definition of "sales," virtually every modification of an indenture or other instrument under which securities are issued might require
an exchange permit.4
In view of the position taken by the attorney general and the Commissioner of Corporations concerning the effect on outstanding common
stock of the creation of new issues of preferred stock, and/or changes
in outstanding issues of preferred stock, some question might be
raised as to why a creation of a new debt issue, whether through publicly
offered bonds or debentures, or even a privately negotiated bank loan
agreement, might not similarly require an exchange permit with respect
to outstanding junior securities. Such debt issue typically would contain
certain restrictions on the rights of junior securities holders, such as
with respect to payment of dividends. It is understood that the Division
of Corporations takes the position that an exchange permit is not
required under such circumstances. This would appear to be proper
on the theory that, unless the corporation's charter documents otherwise
provide, the rights of holders of junior securities are always subject
to the implicit restriction that the corporation may incur corporate
indebtedness without their consent. By accepting equity securities the
holders thereof can be deemed to have consented to the issuance of
debt securities which contain restrictions without further action on
their part being required. The attorney general's position, that the
execution of noncharter documents will not effect a change in outstanding securities, 4 9 would also appear to substantiate this.
Other types of noncharter agreements, or transactions to which the
corporation is a party, may also raise problems under the Corporate
Securities Law. For example, the corporation may enter into a dividend
waiver agreement with certain of its controlling stockholders for the
" Cal.

Stat. 1931, ch. 423, § 25, p. 956; CAL. CORP. CODE § 26010. See also section 35

added to the Corporate Securities Act by this same statute. Cal. Stat. 1931, ch. 423, § 33,
p. 959; CAL. CorP. CODE § 25309.
" See CAL. Oes. ATT'Y GEN., No. 8171, August 10, 1932. Such a permit would, of course,

not be required in those cases where the issuance of the original security was not subject
to the Corporate Securities Law. See, e.g., CAL. CORP. CODE § 25102.
48 Dahlquist, supra Note 8, at 359.
"See 34 CAL. Ops. ATT'Y GEN. 191 (1959).
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benefit of other stockholders. Such an agreement has a very practical
effect on the right of such controlling stockholders to receive dividends.
If the attorney general's viewpoint with respect to noncharter documents
is followed literally, then no exchange permit would appear necessary
before execution of such an agreement. However, prudent practice
suggests that an exchange permit be obtained and the Division of
Corporations will, upon application, issue such a permit rather than
decline jurisdiction over the matter.
The foregoing discussion underscores the fact that, in spite of the
passage of forty years since the California Legislature began dealing
with the applicability of the Corporate Securities Law to changes in
outstanding securities, the precise outer limits as to what constitutes
a "change" in the rights, preferences, privileges, or restrictions on
outstanding securities still remain undefined. While there is no doubt
that many important changes may be made in stockholders' rights
which should be subject to scrutiny by the Division of Corporations,
the question may well be asked whether the presently undefined limits
of section 25009(a) are necessary to give California investors the protection they legitimately require. At the present time the only safe course
is to obtain a permit whenever there is any doubt as to the applicability
of section 25009(a), particularly since the fee involved is small.5"
However, as indicated above, the shifting emphasis of the Commissioner
of Corporations as to what stockholder "rights" are entitled to special
protection raises the possibility that a permit may be held to have been
necessary where it was formerly thought that no permit was required.
It would probably not be practicable to redefine "sale" in section
25009(a) so as to set forth specifically only those changes deemed of
material importance to investors. However consideration might be
given, in the interest of certainty, to amending section 2 5009(a)
or further amending section 25500 to exclude the types of transactions
generally conceded not to require supervision by the Commissioner of
Corporations for the protection of stockholders.
o California Corporations Code section 26008 provides for a flat fee of $50 for any ex-

change permit to alter rights, preferences, privileges or restrictions of outstanding securities
with the exception of exchanges resulting in an increase of stated capital, as to which section
26003(b) (6) applies and provides for fees based upon amount of surplus proposed to be
transferred to stated capital and to any surplus account. However, it should be noted that it
becomes a question of fact whether changes in outstanding securities are such as simply
to affect the rights, preferences or privileges or restrictions of outstanding securities as to
which the $50 fee is applicable or whether the changes are of such a drastic or radical
nature as to amount to the creation of a new security for which a full filing fee may be
payable. See 13 CAL. Ops. ATT'Y GEN. 199 (1949).
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Procedural ConsiderationsIncident to Effecting
Changes in Outstanding Securities
The regulations issued by the Commissioner of Corporations contemplate that the processing of proposed reclassifications of securities
through his Division will involve a two-step procedure. 5 As a first
step, the corporation will be required to apply for an offering or
negotiating permit 5 2 - at least in those cases where solicitation of stockholder consent to the reclassification will be required. 3 The offering
permit so obtained will, in accordance with the requirements of section
25517 of the California Corporations Code, contain a condition that
no issuance or sale of securities is to be effected until the Commissioner
has issued his further, or so-called "definitive," permit which authorizes
the actual change in the outstanding securities. 4 Issuance of the offering
permit does not guarantee that a definitive permit will be forthcoming,
since the offering permit is typically issued as a matter of course simply
to permit solicitation of consents. 55 The second step in the procedure
involves the application for a definitive permit, and the submission in
connection therewith of the evidence of consent by the stockholders to
the proposed change in outstanding securities. Where a corporation is
closely held, and the number of stockholders is not large, the Division
of Corporations will ordinarily raise no objection if consents are
obtained without the prior issuance of an offering permit; so that only
a definitive permit need be applied for pursuant to an application
which discloses the fact that the stockholders have consented to the
change requested. However, where the corporation has any substantial
number of stockholders who must be solicited, it is better practice to
obtain an offering permit from the Division of Corporations before
making the solicitation, and to file with the Division copies of the proxy

ADM. CODE § 759, 1 BLUE SKY L. REP. 1 8643.
"See CAL. CORP. CODE § 25516. A flat fee of $25 is charged for an offering permit. See
CAL. CORP. CODE § 26002.
" Section 761 of the Commissioner's Regulations provides that the solicitation of security
holders to consent to any change in the rights, preferences, privileges or restrictions of their
"CAL.

outstanding securities constitutes a sale of a security within the definition contained in
section 25009(a) of the Corporations Code. 10 CAL. ADMr. CODE § 761, 1 BLUE SKY L. REP.
8643. Since "sale" is defined in section 25009(a) to include an "offer to sell," it must be
assumed that section 761 is simply intended to reflect the necessity of obtaining an offering
or negotiating permit in the usual case prior to soliciting stockholders to consent to a
reclassification of securities.
" Sections 25516 and 25517, added to the California Corporations Code in 1957 (Cal.
Stat. 1957, ch. 169, §§ 1, 2, p. 818), were simply intended to codify existing practice of
the Division of Corporations. See 32 CAL. S. BAR J. 594 (1957).
"' See 10 CAL. ADM.CODE § 783, 1 BLUE SKY L. REP. f1 8643.
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soliciting material, if any, which is proposed to be utilized in making
the solicitation.
Since, technically, the filing of a certificate of amendment with
the Secretary of State would be deemed to effect the change in rights,
preferences, privileges, or restrictions on outstanding shares, the corporation should obtain its definitive permit to effect the change in
question before a certificate of amendment is in fact filed in order to
avoid any question as to whether the securities were in fact "issued"
in compliance with the Corporate Securities Law. Similarly, by-law
amendments and amendments to trust indentures and similar instruments should not be effected until the definitive permit is obtained.
In cases of changes of rights, preferences, privileges, or restrictions
of outstanding securities the Division of Corporations may insert a
standard provision in its permit which requires the surrender of certificates evidencing outstanding securities as a condition to effectuating
the exchange. The Commissioner has been viewed as having discretion
to require surrender of outstanding stock certificates." In many cases
the change to be effected will not be such as to require the surrender
and cancellation of outstanding certificates; and if such a procedure
is not desired to be followed, the standard form of condition requiring
surrender will, in many cases, be removed upon request to the Division
of Corporations in the original application or thereafter. However,
instances have arisen where, because of the view of the Division staff
that persons dealing in outstanding certificates might be misled, the
certificates have been required to be surrendered for cancellation."
Where the corporation involved is a foreign corporation operating under
a statutory pattern which does not authorize the compulsory exchange
of certificates in the manner provided in section 2407 of the California
Corporations Code, there would appear to be strong reasons for eliminating any condition of exchange of outstanding certificates from the
permit issued. Otherwise, the corporation would not, as a practical
matter, be able to comply with the terms of the permit in effectuating
its recapitalization.

o See CAL. Ops. ATT'Y GEN., No. 6909, November 16, 1929.
, Where a new class of preferred stock is created, it would seem to be better practice
to call in outstanding common stock certificates and to issue new certificates complying
with section 2402 of the California Corporations Code. However, inasmuch as the actual
preferences are no longer required by that section to be stated on the certificate, it is
questionable, as a practical matter, how much additional information is given to a stockholder who is simply advised by his new certificate where he can obtain a statement
concerning the rights, preferences, privileges and restrictions on his shares.
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Problems of the Foreign Issuer
The California Corporate Securities Law applies to foreign as
well as domestic corporations,5" and the California Supreme Court has
held that sales of securities made by a foreign corporation in the State
of California to California residents will be subject to the provisions of
that statute. 9 Furthermore, the United States Supreme Court has
recognized that a state has a proper interest in regulating sales of
securities within its borders, even though effected through interstate channels.6 On the other hand, it is equally clear, assuming no
attempt intentionally to evade the provisions of the California Corporate
Securities Law, that a sale of securities to California residents may be
validly consummated in another state without securing a permit under
the Corporate Securities Law, even though the securities may initially
have been offered to residents in the State of California or where some
other contact with the State of California may have existed.6 1 Thus,
where an exchange of securities held by California residents for the
securities of a foreign corporation is solicited in California, and the
securities so held are deposited with a California bank and transmitted
to another state where the exchange is consummated, and the new
securities are delivered for the account of the California residents,
the California Supreme Court has held that the sale of the new securities
could be viewed as a separate and distinct transaction, not subject
to the California Corporate Securities Law and independent of any
illegal offering of securities which may initially have occurred in
" See

CAL. CoRP. CODE § 25003.
"' Gillis v. Pan American Western Petroleum Co., 3 Cal. 2d 249, 44 P.2d 311 (1935).
A narrower jurisdiction has been conferred upon the Public Utilities Commission under
the Public Utilities Act. See Southern Sierras Power Co. v. Railroad Commission, 205
Cal. 479, 271 Pac. 747 (1928). But see Calif. Electric Power Co., 48 P.U.C. 165 (1948).
At one time the California Attorney General expressed the view that the issuance of a
stock dividend by a foreign corporation would not fall within the provisions of the Corporate Securities Law, CAL. Ops. ATT'Y GEN., No. 6867, October 8, 1929; nor would a
rights offering to California stockholders of a foreign corporation effected by mail from
its New York office, CAL. OPs. ATT'Y GEN., No. 6686, April 25, 1929. In 17 CAL. OPs.
ATT'Y GEN. 217, 223-24 (1951), the view was expressed that the prior opinion as to stock
dividends had to some extent been superseded, depending upon the extent to which the
transaction was effected in California and that no safe categorical answer could now be
given with respect to the question of the State's jurisdiction over rights offerings by mail
to California stockholders. However, the 1951 opinion indicated that the appropriate
administrator, in that case the Insurance Commissioner, should assert jurisdiction in all
cases. 17 CAL. Ops. Arr'Y GEN. 223-24 (1951).
"See Merrick v. Halsey & Co., 242 U.S. 568 (1917); Hall v. Geiger-Jones Co., 242
U.S. 539 (1917).
"1 In re Motor Products Manufacturing Corp., 85 F.2d 318, 90 F.2d 8 (9th Cir.
1936), cert. denied, 302 U.S. 693 (1937) ; Robbins v. Pacific Eastern Corp., 8 Cal. 2d 241,
65 P.2d 42 (1937).
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California. 2 Similarly, the delivery in Missouri of debentures of a
Missouri corporation for the account of a California resident has been
held not to be subject to the California Corporate Securities Law even
though the contract to sell the debentures was executed in California,
the corporation had its principal office in California, the debentures
and the indenture under which they were issued were signed in California, and the trustee of the indenture under which the debentures
were issued was a California bank.63
Where the transaction in question involves a change in the rights,
preferences, privileges, or restrictions on outstanding securities of a
foreign corporation, certain difficult, and as yet unresolved, questions
of jurisdiction are presented. What steps in the procedure involved
in effecting such change will be deemed subject to the California
Corporate Securities Law as constituting an offer of securities? At
what stage in the proceedings will a final "sale" of securities be
deemed to have occurred? Will such final "sale" be made under such
circumstances as to require a definitive permit under the California
Corporate Securities Law? There is a wide range of possible factual
settings in which the problem may arise.
At one end of the factual spectrum is a case where a foreign
corporation with its principal place of business outside California,
and which transacts no business in California, takes action to effect a
recapitalization which requires no stockholder consent (as by declaring
a common stock dividend or a preferred stock dividend on common
stock) and then sends stock certificates evidencing the recapitalization
by mail to its California residents. At the other end of the spectrum
is the case where a foreign corporation whose principal place of business is situated in the State of California takes action by its board of
directors at its California office to effect a change in its outstanding
capital stock which does require stockholder approval, subsequently
mails proxy material to stockholders, including its California stockholders, from California, holds its stockholders' meeting in the State of
California and, following stockholder approval, files its charter amendment in its state of incorporation.6 4 Which factor or combination of
factors will subject the transaction to the California Corporate Securities
Law? Will the transaction be subject only to the offering permit provi0

Robbins v. Pacific Eastern Corp., supra note 61.

"' In re Motor Products Manufacturing Corp., supra note 61.
6 This was essentially the factual setting in Western Air Lines, Inc. v. Sobieski, 191
Cal. App. 2d 399, 12 Cal. Rptr. 719 (1961), except that the board of directors meeting
authorizing amendment of the corporation's certificate of incorporation to eliminate
cumulative voting was held in Nevada.
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sions of the California statute or to the provisions requiring a definitive
permit to sell the security as well?65
Action taken by the board of directors of a foreign corporation at
a meeting held in California which initiates a change in rights pertaining
to outstanding securities should not, in and of itself, constitute the
offer for sale of a security" - with the possible exception of those
instances where no further action is necessary to effect the change,
such as the declaration of a stock dividend where no stockholder action
is required.
On the other hand, the solicitation of stockholders' proxies or
consents from California stockholders would clearly constitute an offer
of securities under the regulations of the Commissioner of Corporations. 7 But would the ultimate sale of the securities, requiring a
definitive permit to issue securities, be deemed to occur at the time of
approval of the proposed change by the stockholders at a meeting held
in California or at the time the change is formally effected by filing
a certificate of amendment of articles of incorporation with the Secretary of State of the state of incorporation? Presumably stockholder
consent to a change could be rescinded before the change becomes
effective, and an amendment to the articles of incorporation should
not be deemed to become effective until filed with the Secretary of State
of the state of incorporation."
The California Attorney General and the Commissioner of Corporations have made some limited attempts to define areas in which the
Corporate Securities Law will have no application to foreign corporations; but they have made no effort to distinguish between transactions
which might require only an offering permit and those which might
require a definitive permit. Indeed, existing opinions of the attorney
general, regulations and practice of the Division of Corporations, and
judicial precedent seem to suggest that if the transaction is one for
which an offering permit is required, then a definitive permit must also
be obtained. This result would now appear to be required by the literal
terms of section 25517 of the California Corporations Code.
" In view of the requirement of section 25517 of the California Corporations Code
that all offering permits be issued subject to the condition that no issue or sale of securities occurs until a definitive permit is obtained, there may be some question under the
present California statutory pattern whether a transaction could be subjected only to
offering permit jurisdiction.
COCf. Blythe v. Doheny, 73 F.2d 799 (9th Cir. 1934).
1 CAL. ADr. CODE § 761, 1 BLUE SKY L. REP. 1f8643.
10
o See Pasadena Hospital Association, Ltd. v. County of Los Angeles, 35 Cal. 2d 779,
788-789, 221 P.2d 62, 68 (1950). This would also appear to be the Delaware view. See 8
DEL. CODE ANN. § 242(d) (1) (1953).
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The attorney general has expressed the view that the California
Insurance Code (containing provisions substantially identical to the
Corporate Securities Law) would be inapplicable to the declaration of
a stock dividend by an insurer domiciled in another state where such
stock dividend is declared by an action of the corporation in its home
state, where the new certificates representing the stock dividend are
issued in such other state, and where the only act which occurs in
California in connection with the transaction is the delivery of certificates by United States mail to such of its stockholders as are California
residents.6 9 On the other hand, if a California registrar keeps the stock
book relating to the shares to be issued to California residents then
an issue may be deemed to have occurred in this state which would
require a permit.7" Where the insurer is domiciled in California the
transaction will be fully subject to the California statute.7 '
The attorney general has expressed the view that no catagorical answer can be given as to the state's jurisdiction over a "rights offering" to
California stockholders by a foreign corporation which is effected
entirely by mail from the corporation's home office, but that jurisdiction
should be asserted in all cases. 2
The Commissioner has taken the position that the Corporate Securities Law will not apply to transactions involving share dividends and
stock splits and reverse stock splits effected by foreign corporations
having their principal places of business outside of California if the
proceedings are conducted, and the certificates are issued, entirely
outside of the State of California. The Commissioner has issued and
circulated a notice of provisions of the California Corporate Securities
Law affecting foreign corporations which states:
Whenever a corporation organized outside of California obtains a
permit from the California Commissioner of Corporations to issue its
securities, it is the practice of the Commissioner to notify the permittee
of certain provisions of the California Securities Law which may apply
to future corporate acts of the permittee with respect to these or other
securities. This is in the interest of avoiding future misunderstandings
and inadvertent violations.
1. Section 25009 of the Corporate Securities Law of California defines 'any change in the rights, preferences, privileges, or restrictions on outstanding securities' as a sale of securities. Therefore.
a corporation with shareholders resident in California may not
17 CAL. Ops. ATT'Y GEN. 217, 222 (1951).
,o Id. at 223.
Id. at 224.
"17 CAL. Ops. ATT'Y GEN. 217, 223 (1951). Many years before, the Attorney General
had categorically expressed the opinion that such a rights offering would not be subject to
the Corporate Securities Act. CAL. OPs. ATT'Y GEN., No. 6686, April 25, 1929.
7
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change the rights, preferences, privileges, or restrictions with respect to such outstanding securities without first applying for and
obtaining a permit from the Commissioner of Corporations authorizing it so to do. Such requirement applies to changes arising by
amendment of articles or certificates of incorporation or by-laws,
by merger, consolidation, or otherwise. However, the Commissioner has administratively taken the position that a corporation
organized and having its principal business and principal place of
business outside of California is not required to obtain a permit
if the transaction involves no more than the payment of share dividends pro rata to shareholders or stock splits or reverse stock
splits of the type referred to in California Corporations Code section 3636 and in addition the proceedings are conducted and the
certificates are issued entirely outside of the State of California.
2. In determining whether a corporation has shareholders resident
in California, it is our view that a corporation may rely on its
corporate records so long as they are maintained in the usual and
regular way without intent by the corporation to avoid the application of the California law.
The above quoted language was added by amendment to the Corporate Securities Law in 1945 to protect California investors against,
among other things, adverse changes in the rights of their securities.

It would appear under the terms of this notice that even though
solicitation of stockholders is required to effect a stock split or reverse
stock split, no permit would be required from the Commissioner of
Corporations; and it is understood that the notice has been so construed
by the Division of Corporations. However, in applying this notice
members of the administrative staff of the Division of Corporations
have at times taken the position that it will be inapplicable and that
a permit will nevertheless be required if a foreign corporation has
otherwise engaged in transactions requiring it to obtain a permit, thus
subjecting itself to the jurisdiction of the Commissioner.
Under such administrative construction it would appear that any
foreign corporation which has granted stock options to its California
employees, or extended other stock purchase plan or similar benefits
to its California employees, would not be within the terms of the
exemptive notice of the Commissioner as it is presently being construed
by at least some members of the staff. It should also be noted that the
quoted notice is limited to certain specified types of transactions and
would be inapplicable to a wide variety of changes in outstanding
securities with respect to which the Commissioner deems a permit
necessary, such as changes in pre-emptive rights, cumulative voting,
dividend rates, and other matters. Although the Commissioner has
tended to lay considerable stress upon the fact that a corporation's
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principal place of business is in the State of California, 3 he and his
staff nevertheless have deemed the jurisdiction of the Corporate Securities Law over reclassification of securities to extend to any foreign
corporation with stockholders resident in the State of California.
The Commissioner's assertion of jurisdiction has been judicially
sustained, at least to some extent, in Western Air Lines, Inc. v.
Sobieski," in which a Delaware corporation with its principal place
of business in Los Angeles sought to amend its certificate of incorporation to eliminate provisions authorizing cumulative voting for election
of directors. The board of directors' resolution authorizing the amendment was adopted at a meeting held in Reno, Nevada. Thereafter the
proxy material was mailed from the corporation's Los Angeles office
to the holders of the corporation's 743,963 shares of capital stock in
connection with a special meeting of stockholders to be held in Los
Angeles to approve the proposed amendment.
Of the 373,731 shares of the corporation's stock held by individuals,
more than one-half were registered on the corporation's records under
California addresses and the remaining shares held by individuals were
registered under addresses outside of California. Most of the 370,232
remaining shares were held in the names of institutions, brokers, or in
street names with New York addresses. The Commissioner assumed
that such shares were held for the account of California residents in
the same proportion as the shares held by individuals, and therefore
concluded that more than one-half of the total of all outstanding shares
were held by or for the account of California residents. The corporation disputed this conclusion, but apparently produced no contrary
evidence as to the actual residences of persons for whose accounts stock
was held by institutions, brokers, or in street names.
Following the issuance of an offering permit ratifying the prior
proxy solicitation, the corporation held its special meeting of stockholders at which the proposed amendment was adopted by a vote of
442,780 shares, 199,810 shares voting against it. The corporation then
applied for a definitive permit to consummate the change in its certificate of incorporation, which was denied. Thereafter, upon petition
filed by the corporation, the Superior Court in and for the County
of Los Angeles issued a writ of mandate ordering the issuance of a
definitive permit.7 On appeal, the District Court of Appeal, Second
District, Division Two, reversed, holding that the Commissioner had
See, e.g., 10 CAL. ADM. CODE § 367.1(b), 1 BLUE SKY L. REP. 1 8617.

191 Cal. App. 2d 399, 12 Cal. Rptr. 719 (1961).
Air Lines, Inc. v. Stephenson, BLUE SKY L. REP., 1954-61 Transfer Binder
II70, 396 (Cal. Super. Ct. 1958).
'aWestern
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jurisdiction over the transaction; but it remanded the case to the trial
court to determine whether there was substantial evidence to support
the Commissioner's findings.76
While recognizing that the last act necessary to effectuate the change
in voting rights would occur in Delaware, the District Court of Appeal
indicated that the solicitation in California would bring the transaction
within the jurisdiction of the Corporate Securities Law,77 thus, in the
court's view, distinguishing the case from Robbins v. Pacific Eastern

Corp.7" This result would certainly be true insofar as the jurisdiction

to require an offering permit was concerned, but the effect of the court's
decision was also to give the Commissioner jurisdiction over the ultimate
sale and issuance of securities, by upholding his jurisdiction to deny a
definitive permit.
Although the Commissioner, in his brief before the District Court
of Appeal, took the position that the change in outstanding securities
of California shareholders occurred in the State of California,7 9 the
court did not appear to accept this view. Since the court concluded
that the last act necessary to effectuate the change in the voting rights
of California resident shareholders would take place in Delaware," °
presumably the court considered that the actual issuance and sale of
the securities would occur outside of California. The court appeared
to have founded the Commissioner's jurisdiction over the entire transaction on the theory that Western Air Lines, having determined to
locate its principal office and to do a substantial portion of its business
in California and having previously submitted to the jurisdiction of
the Commissioner, would be deemed to have consented to the Commissioner's jurisdiction with respect to all phases of transactions concerning
its securities-at least in those cases where the transactions involved
solicitation in California and sale of securities to California residents.
71It is understood that Western Air Lines solicited its stockholders for proxies in
connection with its 1962 annual meeting on the theory that directors were to be elected
noncumulatively. The Commissioner of Corporations filed suit in the Superior Court of
the State of California in and for the County of Los Angeles to restrain the corporation
from electing directors by noncumulative voting at its 1962 annual meeting, but his request
for a preliminary injunction was denied. See Wall Street Journal, April 20, 1962, p. 2,
col. 3.
" 191 Cal. App. 2d 399, 406, 414, 12 Cal Rptr. 719, 723-24 (1961).
788 Cal. 2d 241, 65 P.2d 42 (1937).
71 Opening brief for appellant, p. 93, Western Air Lines, Inc. v. Sobieski, 191 Cal.
App.

2d 399, 12 Cal. Rptr. 719 (1961).
" 191 Cal App. 2d at 414, 12 Cal. Rptr. at 728 (1961). This would seem to accord
with the Delaware view that an amendment to a certificate of incorporation does not
become effective until it is filed with the Secretary of State of the State of Delaware. See
8 DEL. CODE ANN. tit. 8, § 242(d) (1) (1953).
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What, in essence, the District Court of Appeal appeared to be saying
was that California had imposed upon Western Air Lines, as a condition
precedent to doing substantial intrastate business and to locating its
principal office in this state, the requirement that it submit all its
proposed changes in its outstanding securities to the jurisdiction of
the Commissioner of Corporations, at least in those cases where sales
to resident California stockholders were involved; and that it had in
fact so submitted itself to the Commissioner's jurisdiction in the past.
Such a position may be justified where there is a clear statutory scheme
imposing such pervasive regulation."S In such a case there might be
no federal constitutional inhibition on such regulation--at least where
the corporation intentionally subjected itself to the jurisdiction of the
state seeking to regulate. s2 Even so, a strong constitutional claim might
be made by the state of incorporation that it had a legitimate interest
in regulating the internal affairs of corporations organized under its
statutes.8 3 In any event, the question might well be asked whether
any such required consent on the part of foreign corporations to complete exercise of jurisdiction by this state was intended to be extracted
simply by reason of the fact that the Corporate Securities Law was made
applicable to foreign corporations.8 4
The precise limits of the Commissioner's jurisdiction over the
issuance of securities by foreign corporations, as established by the
Western Air Lines decision, remain to be spelled out in the future.
" Cf. State ex rel Weede v. Iowa Southern Utilities Co. of Delaware, 231 Iowa 784.
2 N.W.2d 372 (1942). In State ex rel Weede v. Bechtel, 239 Iowa 1298, 31 N.W.2d 853
(1948), cert. denied, 337 U.S. 918 (1948), an Iowa statute providing that foreign corporations which owned, operated or controlled certain specified types of public utilities
within the state were subject to the provisions of Iowa statutes governing issuance of
securities, was held applicable to a Delaware corporation authorized to do business as a
local public utility in Iowa, whose plant and operating property were situated wholly in
that state, when it proposed to recapitalize its outstanding capital stock.
" Cf. Thomas v. Mattiessen, 232 U.S. 221 (1914) ; Pinney v. Nelson, 183 U.S. 144 (1901),
where it was held that the stockholders of a corporation organized with the express
purpose of doing business in California would be subject to personal liability pursuant to
California statute imposing such liability on stockholders of foreign and domestic corporations even though such liability was precluded by statutes of the state of incorporation
of the corporation.
" Cf. Order of United Commercial Travelers of America v. Wolfe, 331 U.S. 586 (19-17)
Broderick v. Rosner, 294 U.S. 629 (1935) ; Modern Woodmen v. Mixer, 267 U.S. 544
(1925); Royal Arcanum v. Green. 237 U.S. 531 (1915). There are varying views as to
what constitutional choice of law rule should be applicable here. Compare Reese and
Kaufman, The Law Governing Corporate Affairs: Choice of Law and the Impact of Fall
L. REv. 1118 (1958), with Latty, Pseudo-Foreign CorporaFaith and Credit, 58 COLU.
tions, 65 YALE L. J. 137 (1955). See also Loss, The Conflict of Laws and the Blue Sky
Laws, 71 HARV. L. REv. 209 (1957).
" CAL. CORP. CODE § 25003.
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It must be recognized that any one or more of the many factors present
in Western Air Lines and referred to by the court (principal offices
in California, qualifying to do and doing substantial intrastate business
in California, substantial number of stockholders in California, stockholders solicited in California, and the fact that the corporation had
originally been reincorporated and that its predecessor had been a
California corporation) might not be present in many cases. For
example, a foreign corporation with its principal offices outside California is not, by reason of the Western Air Lines decision, clearly
required to obtain a definitive permit from the Commissioner to
reclassify its securities simply because it has stockholders resident
and does substantial business in California, although, as indicated
above, the Commissioner has asserted jurisdiction over many such transactions. On the other hand, such a corporation might well be required
to obtain an offering permit to solicit the consent of its stockholders in
California."5 The difficulty is that at the present time offering permits
issued by the Commissioner are typically conditioned on the obtaining
of a further definitive permit. This condition is now required by
reason of section 25517 of the California Corporations Code. Accordingly, a corporation not wishing to submit to the Commissioner's definitive permit jurisdiction may well decide to forego applying for an
offering permit, since the offering permit would give little protection
to the solicitation of California stockholders if its conditions (including
the condition that a definitive permit be obtained) were not observed.
Perhaps consideration should be given to amending section 25517 to
authorize the Commissioner to issue offering permits without requiring
a further definitive permit in those cases where reclassifications of securities are to be effected, and where the ultimate issuance and sale is
to occur outside of California and is not made with the intent of
evading the provisions of the Corporate Securities Law. At least
foreign corporations could then be given some incentive for submitting
proxy material to be utilized in connection with soliciting consents to
changes in outstanding securities for review by the Division of Corporations without subjecting the corporation to the Commissioner's full
definitive permit jurisdiction. In regulating the solicitation of stockholders' consents under such a procedure, the Commissioner might consider holding a preliminary hearing, where appropriate, and preparing
his own findings on the fairness of the transaction which could be
" The possibility that a foreign corporation might be subject to regulation under the
California Corporate Securities Law only with respect to solicitation in this state, where
the ultimate issue and sale of securities was to occur elsewhere, was recognized in B. C.
Turf & Country Club. v. Daugherty, 94 Cal. App. 2d 320, 210 P.2d 760 (1949).
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required to be forwarded with the proxy soliciting material. The fear
has been expressed that, unless the State of California assumes complete
jurisdiction over modifications in outstanding securities of foreign corporations, then an unscrupulous corporation could offer its securities in
the State of California pursuant to a permit which guaranteed certain
rights to shareholders, and immediately thereafter, by amendment of the
corporation's charter in another state, change the entire structure of the
corporation to the detriment of the California shareholders."0 However,
the corporation laws of a number of other states in addition to California
preclude the amendment of articles of incorporation so as adversely to
affect outstanding securities without the consent of a specified percentage
of the shareholders whose rights are being affected."s
In those instances where sufficient protection against adverse changes
by way of class voting is not deemed to be afforded to California stockholders, either by statute or provisions in the corporation's charter documents, the Commissioner might deny a permit to issue the securities
in question at the time of their initial offering to California residents
unless such safeguards were furnished, 8 and he might preclude trading
by California brokers in such securities after they became outstanding.8
Such a procedure should adequately protect California investors from
being deprived of their rights arbitrarily. So long as solicitation of consents to changes in outstanding securities is fairly conducted, and proper
disclosure is made, why should stockholders not be permitted to make
their own determination as to whether or not to consent to a change in
their rights? The Commissioner could make his own views known with
respect to the fairness of the transaction and require that they be furnished to the stockholders with the proxy soliciting material.
It may be that regulation of changes in outstanding securities of
foreign issuers, through use of an offering permit which does not as
a condition thereto require the Commissioner to issue a definitive permit
but which requires the furnishing to stockholders of a copy of the
Commissioner's findings as to fairness, could prove to be an effective
method of resolving the difficult choice of law problems posed by the
"' See Western Air Lines, Inc. v. Sobieski, 191 Cal. App. 2d 399, 413-14, 12 Cal. Rptr.
719, 728 (1961).
" See e.g., 8 DEL. CODE ANN. tit. 8, § 242(d) (1) (1953); ILL. ANN. STAT. ch. 32,
§§ 157.53, 157.54 (Smith-Hurd 1954) ; N. Y. STOCK CORPORATION LAW, § 37(1) (C) (3).
"8The Commissioner might thus use his permit authority to require the corporation to
furnish additional safeguards in its articles of incorporation against avoidance of cla-s
voting requirements which might otherwise be circumvented. See Note, Protection For
Shareholder Interests in Recapitalizations of Publicly Held Corporations, 58 COLUM.I. L.
REV. 1030, 1033 (1958).
"' See CAL. CORP. CODE § 25712.
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Western Air Lines decision-particularly in those cases where the only
contact between the foreign issuer and this state is the presence in
California of some of the corporation's stockholders. If California
should exercise jurisdiction to determine the ultimate terms upon which
a foreign corporation with some California stockholders can amend
its articles or by-laws, it does not require much imagination to visualize
the problems that could result if several state securities administrators
all sought to exercise similar jurisdiction on behalf of the stockholders
resident in their respective states. The problem might not be so acute
where the only change is in dividend rate, sinking fund requirement
or similar provision, where the corporation might simply be held to
the standard of the strictest state asserting jurisdiction as to what
constitutes a fair arrangement for the stockholders. But what of the
situation where a corporation wishes to effect a change relating to
management of the corporation's affairs, such as to provide for, or
eliminate, pre-emptive rights or cumulative voting, and the overwhelming majority of the corporation's stockholders, and all states
but one, approve the change? Should the one state, in which a relatively
small percentage of the corporation's stockholders might reside, be
permitted to block a transaction where the question is not one of fraud
or overreaching but simply a legitimate difference of opinion as to
how a corporation's affairs should be managed? In some cases, such
as those involving provisions for cumulative voting, different states
may have strongly differing policies. For example, California generally
requires cumulative voting for most California corporations,90 while
Massachusetts, which for a time permitted the practice, does not now
allow use of the device by business corporations.9 1 Should either state,
under such circumstances, be able to impose its own local policy on a
foreign corporation which has stockholders in the state-particularly
where there are legitimate differences of opinion as to the desirability
of adopting the policy in question? 92 If such assertion of jurisdiction
were to be permitted, a further troublesome problem is presented:
would not an amendment to the articles of incorporation of a foreign
See CAL. CoRP. COD § 2235.
See MAss. GEN. LAWs ch. 156, § 32 (1956). It is understood that the Massachusetts
Commissioner of Corporations and Taxation will not accept for filing or approve charters
of Massachusetts business corporations, or amendments to such charters, providing for
cumulative voting.
"2According to a recent survey, nineteen states have laws requiring cumulative voting
for election of directors; three states require its use if stockholders meeting certain requirements request it; twenty-three states permit, but do not require its use; and five states
have no specific provisions on the subject. According to such survey, of the 879 American
corporations surveyed, approximately 60% were incorporated under the laws of states
making cumulative voting for directors permissive, but only 15% of such corporations had
00
01
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corporation, effected in accordance with the statutes of the state of
incorporation but without benefit of a definitive permit from the
California Commissioner of Corporations, be valid as to all shares other
than those shares held by California residents? If so, then what rights
would attach to the shares held by California residents-in their hands
or in the hands of subsequent transferees residing in California or in
other states?
It can, of course, be strongly argued that any state in which a corporation's stockholders reside has a legitimate interest in protecting its
residents and that any corporation which offers its securities in a
number of states must accept the consequent risk of regulation by more
than one jurisdiction. But the analogy to the corporation which purposely undertakes to do business in a foreign jurisdiction and thereby
subjects itself to the laws of that jurisdiction " is not necessarily an
apt one. In the case of the modern American corporation whose securities are traded on a national basis, the corporation may have no control
over the states in which its outstanding securities eventually come to
rest. Through purchases on national securities exchanges, or otherwise
through the nation-wide system of broker-dealers, many securities have
come into the hands of California residents and are actively traded in
this state although they may never have been publicly marketed by the
corporation in California. 4 Furthermore, many persons who have
moved to this state have doubtless brought securities with them which
were originally issued in other jurisdictions. It makes little sense to say
that under such circumstances all foreign corporations with California
stockholders will be deemed to have intentionally subjected themselves
to the complete veto power of the California Commissioner of Corporations. It is not believed that the decision in Western Air Lines was
intended to establish such a sweeping proposition.
provided for cumulative voting. Even where cumulative voting is mandatory, it is apparently seldom used. See NATIONAL INDUSTRIAL CONFERENCE BD., INC. and AMERICAN SOCIETY
OF CORPORATE
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" Ci. Thomas v. Matthiesson, 232 U.S. 221 (1914); Pinney v. Nelson, 183 U.S. 114
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1298, 31 N.W.2d 853
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cert.

denied, 337 U.S. 918 (1948); State ex rel Weede v. Iowa Southern Utilities Co. of Dela-

ware, 231 Iowa 784. 2 N.W.2d 372 (1942).
" Statistics compiled by the Securities and Exchange Commission disclose the extent
to which sales of securities on securities exchanges alone (without reference to sales in the
over-the-counter market) dwarf new public issues of securities. For example, in 1960 (the
latest full year for which statistics are furnished) $6,657,000,000 in debt and equity securities were publicly offered, whereas in the same year the trading volume in such securities
on registered securities exchanges was $46,900,318,000. Even if private placements are
included in computing new issues of securities, during 1960 the total of new issues would

only have increased to $10,154,000,000.

Sce SEC ANN. REP. 215, 219, 220 (1962).
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Conclusion
The broad sweep of the California Corporate Securities Law with
respect to changes in rights, preferences, privileges and restrictions on
outstanding securities as construed by the California Attorney General
and administered by the Commissioner of Corporations, coupled with
the broad jurisdictional scope given to the law by the Commissioner of
Corporations and the California Attorney General-not as yet clearly
delimited by the courts-pose difficult problems for the corporate practitioner both in California and other states as to those circumstances
under which a permit should be sought from the Commissioner.
Some clarifying amendments to section 25500 of the Corporations
Code would appear to be appropriate. It may also be appropriate for
the California legislature and the Commissioner of Corporations to
re-examine generally the question whether it is, in the long run, to the
best interests of California investors for this state to attempt to assert
complete jurisdiction over all purported changes in outstanding securities-particularly where the issuer is a foreign corporation. Such
interests might be better served in many cases by encouraging foreign
corporations to submit to the Division of Corporations their proposed
changes on matters of material importance to the investor and, after
fair disclosure, to permit the stockholders to make their own choices
as to which path they choose to follow.

